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One of Congress's mgjor objectives in enacting the Monetary Control Act of 1980
(Act) was to promote a more efficient nationwide payments system by encouraging
competition between the Federal Reserve and private-sector providers of payments services.
In addition to defining the set of Federal Reserve services to depository institutions that must
be priced, the Act established four principles that the Federal Reserve must usein
determining prices and directed the Board to adopt and implement a set of pricing principles
in accordance with those in the Act. We began an audit in August 1997 to determine if the
Board had adopted adequate policies, procedures, and controls to ensure compliance with
the Act’s service pricing provisions. We are pleased to present our Report on the Audit of
the Board’s Compliance with the Service Pricing Provisions of the Monetary Control Act
(A9703), enclosed.

Overall, we found that the Board has adopted policies, procedures, and controls that
are adequate to ensure compliance with the Act and that the Board's pricing principles and
related guidance are consistent with the Act’ s requirements. However, we believe the
format used to present the results of priced services operations could be improved and
recommend that the Board reevaluate the financial statement format for presenting annual
cost recovery results. We identified two alternative reporting formats: (1) present priced
service financia information with the audited consolidated Federal Reserve Bank financia
statements as an operating segment to ensure the reliability of results and adequacy of
disclosure and (2) eliminate the financial statement format for results presentation and
present priced service datain statistical tables with narrative explanations to facilitate
reporting of long run cost/recovery results. If the Board elects to maintain the current
financial statement reporting format, we believe reporting would be improved by eiminating
the pro forma balance sheet, more clearly labeling imputed revenue and expenses in the pro
formaincome statement, adding income taxes to the pro formaincome statement by service,
revising the note disclosures, changing the title of the statements, and clearly indicating that
the statements are unaudited.

In complying with the Act, the Federal Reserveis required to impute an allowance
for taxes and other costs that would have been incurred, including areturn on capital that
would have been earned, had the services been provided by a private business firm. The
Division of Reserve Bank Operations and Payment Systems (RBOPS) is responsible for the
calculation of these costs (known as the private sector adjustment factor (PSAF)) and
currently relies on Federal Reserve Bank of Chicago staff to collect and process the required
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data. While the PSAF methodology is consistent with the requirements of the Act, we found
the calculation process is complex and thus susceptible to error. Although the errors that we
found did not materially affect the final PSAF, we recommend that RBOPS improve the
efficiency, accuracy, and reliability of the PSAF calculation process by better quality control
over the development and use of the underlying spreadsheet data.

During our closing meeting, RBOPS officials asked for our opinion as to whether
the Federal Reserve' s handling of pension credits was reasonable and consistent in the
context of how the Board complies with the pricing provisions of the Monetary Control Act.
We understand that this question was prompted by a congresswoman’ s concern that such
credits, which reduce Reserve Bank costs, may result in the Federal Reserve being ableto
charge lower prices for its services and unfairly undercut private sector competitors. While
the question was not a specific objective of this audit, pension credits were one of severa
accounting policy and special cost adjustments that we reviewed. We concluded that the
Board's handling of pension credits was reasonable and consistent in the context of how the
Board complies with the pricing provisions of the Monetary Control Act (see appendix 3).

We provided a draft of this report to the RBOPS director for review and comment.
His response, included as appendix 1, indicates concurrence with our conclusions and the
intent to act on our recommendations. We plan to follow up on implementation of our
recommendations and will report any exceptions to the committee.

We are sending a copy of this report to each member of the Board and to selected
staff. The report isavailable to the public, and a summary will appear in our next
semiannual report to the Congress. We are also making the report available on our Internet
web page at http://www.ignet.gov/ignet/internal/frb/oighome.html.

Sincerely,

At/

Brent L Bowen
Inspector General
Enclosure
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BACKGROUND

One of Congress' s major objectives in enacting the Monetary Control Act of 1980 (MCA)
was to promote a more efficient nationwide payments system by encouraging competition
between the Federal Reserve and private-sector providers of payments services. One
section of the MCA addressed the pricing of services and added section 11A to the Federa
Reserve Act.! In addition to defining the set of Federal Reserve services to depository
institutions that must be priced, this section established four principles that the Federal
Reserve must use in determining prices and directed the Board to establish a set of pricing
principles in accordance with the four included in the MCA. Accordingly, on January 6,
1981, the Board announced in the Federal Register that it had adopted seven “Principles for
Pricing of Federal Reserve Bank Services’ (Principles). The Principles, which are pre-
sented in table 1, consist of the four principlesincluded in the MCA and three others
intended to provide Reserve Banks flexibility to adjust to changing market conditions,
promote efficiency, and foster developing payment system technol ogies.

Additional Pricing-Related Policies

Over the years, the Board has issued several policy statements to implement the Principles,
two of which pertain directly to cost recovery. Thefirst, adopted in June 1981, allowed for
the deferred recovery of certain development costs for pricing purposes. This policy served
asthe basis for the System’ s specia project cost alocation methodology, which is intended
to enable each service to maintain relatively stable costs and prices rather than having each
service adjust prices to cover significant temporary upward or downward cost fluctuations
asthey occur. When a specia project is used, the System announces use of the technique,
and any costs deferred for pricing purposes are subject to financing charges based on the
margina cost of long-term capital and are recouped over a conservative time period. The
consolidation of Reserve Bank automation at three Federal Reserve Automation Services
(FRAS) processing sites, which began in 1992, has been the most significant application of
the special project approach.

The MCA aso amended other parts of the Federal Reserve Act. In thisreport, referencesto MCA
requirements refer only to those provisions pertaining to service pricing that were incorporated as section 11A
of the Federal Reserve Act.
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Table 1: Federal Reserve Pricing Principles

Statutory

1 All Federal Reserve Bank services covered by the fee schedule shall be priced
explicitly.

2. All Federal Reserve Bank services covered by the fee schedule shall be available to
nonmember depository ingtitutions and such services shall be priced at the same fee
schedule applicable to member banks, except that nonmembers shall be subject to
any other terms, including a requirement of balances sufficient for clearing purposes,
that the Board may determine are applicable to member banks.

3. Over the long run, fees shall be established on the basis of al direct and indirect
costs actualy incurred in providing the Federal Reserve pricedservices, including
interest on items credited prior to actua collection, overhead, and an alocation of
imputed costs which takes into account the taxes that would have been paid and the
return on capita that would have been provided had the services been furnished by a
private business firm, except that the pricing principles shall give due regard to
competitive factors and the provision of an adequate level of such services nation-
wide.

4, Interest on items credited prior to collection shall be charged at the current rate
applicable in the market for Federal funds.

Nonstatutory

5. The Board intends that fees be set so that revenues for major service categories
match costs (inclusive of a private sector markup). During theinitial start-up period,
however, new operational requirements and variations in volume may temporarily
change unit costs for some service categories. It isthe System’sintention to match
revenues and costs as soon as possible and the Board will monitor the System’s
progress in meeting this goa by reviewing regular reports submitted by the Reserve
Banks. If, intheinterest of providing an adequate level of services nationwide, the
Board determines to authorize a fee schedule for a service below cost, it will
announce its decision.

6. Service arrangements and related fee schedules shall be responsive to the changing
needs for servicesin particular markets. Advance notice will be given for changesin
fees and significant changes in service arrangements to permit orderly adjustments
by users and providers of similar services.

7. The structure of fees and service arrangements may be designed both to improve the
efficient utilization of Federal Reserve services and to reflect desirable longer-run
improvements in the nation’s payments system. Public comment will be requested
when changesin fees and service arrangements are proposed that would have
significant longer-run effects on the nation's payments system.

On November 2, 1984, the Federal Reserve issued a press rel ease that included another
statement of pricing policy regarding the treatment of surpluses and shortfalls that arise from
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the provision of servicesto depository ingtitutions. The policy statement formalized the
Federal Reserve's practice of establishing fees for its services designed to recover projected
costs for the calendar year, rather than to offset prior years' surpluses or shortfalls.

How Prices Are Established

To assist depository institutions in their planning to provide or use correspondent banking
services, the Federal Reserve usually sets each year's prices only once, in the fourth quarter
of the preceding year.” In keeping with the Principles, prices are set based on all direct and
indirect costs incurred in providing the priced services. The Federal Reserve' s expense
accounting system, the Planning and Control System (PACS), has been considered ideal for
satisfying this requirement since it provides a means to identify direct costs and hasrulesin
place to assign support and overhead (indirect) costs to services. Furthermore, individual
priced services were already designated as output services in PACS when the Principles
were adopted.

The Federal Reserve' s annual pricing process involves areview of Reserve Bank expenses
in conjunction with the System's budget process. Use of the budget is an integral part of the
pricing exercise because most of the recoverable costs of priced services are the direct and
indirect costs included in each Reserve Bank’ s budget that have been estimated based on
historical PACS data. Reserve Banks and the product director responsible for each service
use this cost information in conjunction with volume and revenue projections to set local and
national fees. All feesfor Federal Reserve services are approved by the product directors
and the Financial Services Policy Committee (FSPC).> The FSPC sends the fee proposal to
the Board' s Division of Reserve Bank Operations and Payment Systems (RBOPS), which
evaluates the proposal and presents the fees for approval to the Board of Governors (Board).
After the fees are approved by the Board, a pricing announcement is published in the
Federal Register. The announcement includes selected fees as well as a description of, and
the recovery ratio for, each priced service.

How the Private Sector Adjustment Factor (PSAF) Is Calculated
A major aspect of compliance with the statutory Principles involves the calculation of the

PSAF. Currently, the PSAF comprisesinterest on debt, return on equity, income and sales
taxes, assessments for deposit insurance from the Federal Deposit Insurance Corporation,

2Selected prices can also be modified during the year to adjust for new product offerings and to react
to various demand or cost changes.

*The FSPC was created in late 1994 to coordinate management and strategic planning for the

provision of financial services by the 12 regional Reserve Banks and has oversight for ensuring that Reserve
Banks provide reliable, high-quality financia products.
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and an estimate of the expenses of the Board of Governorsthat are directly related to priced
services. Theseimputed costs are based on data devel oped from a model comprising
consolidated financial datafor the nation’ sfifty largest (in asset size) bank holding compa-
nies (BHCs) and from the budgets of the Reserve Banks and the Board. The BHC modd is
used to derive certain figures such as long-term debt rates, a debt/equity split, arate of
return on equity, and an income tax rate. These figures, along with information obtained
from the budgets of the Reserve Banks and the Board, are used in a series of spreadsheetsto
caculate the PSAF. The intent of the PSAF calculation isto require the Federal Reserveto
include in its priced service costs an allocation of imputed costs that would have been
incurred had the services been provided by a private-sector firm.

Recovery Ratio Monitoring and Reporting

The Federal Reserve monitors and publishes performance results for the following six
commercia priced services:

— Check

— Automated Clearing House (ACH)
— Funds Transfer and Net Settlement
— Book Entry Securities

— Noncash Collection

— Specia Cash Services

In doing so, the Board focuses on the overall cost recovery ratio for all priced services and
the specific recovery ratio for each service. To track the recovery ratio, the Board needs
timely reporting of cost and revenue data from the Reserve Banks. The Board's
Cost/Revenue (CORE) system incorporates information from PACS, as well as volume and
revenue information from the Reserve Banks' billing systems, to enable the Board to
produce an income statement and recovery ratio for each priced service. CORE information
is used to prepare the Financial Services Monthly Financial Report, which provides an
update on monthly, aswell as year-to-date, recoveries. The monthly report also includes an
analysis of the factors that had a significant impact on cost recovery and an explanation of
the reason for any underrecoveries.

“The cost recovery ratio istotal revenue (including net income on clearing balances) divided by total
cost, which isthe sum of al direct, indirect, and imputed costs (including the targeted return on equity).
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The Board publishes a description of priced services activities and performancein its annua
Federal Register announcement of the next year's prices and in its Annual Report.> The
Annual Report presentation includes Pro Forma Financial Statements for Federal Reserve
Priced Services (financia statements) (see appendix 2). The financial statements consist of
abalance sheet, income statement, income statement by service, and accompanying notes.®
Because certain items such as specia project costs and pension credit adjustments are
treated differently for pricing purposes than for financial reporting, reported results vary
dightly under the pricing announcement and financial statement approaches. For example,
over the period 1987 through 1996, the Federal Reserve reported a cost recovery ratio of
99.9 percent in the pricing announcement and 100.7 percent in the Annual Report. It should
be recognized that both cal culations are based on recovering imputed costs embodied in the
PSAF that are not actually incurred. Thus, priced services have generated more than $386
million in real recoveries during the same ten-year period. These earnings are transferred by
the Federal Reserveto the Treasury each year.

OBJECTIVES, SCOPE, AND METHODOLOGY

We conducted our fieldwork from August through December 1997. Our overall objective
was to determine if the Board has adopted adequate policies, procedures, and controlsto
ensure compliance with the MCA. Specifically, we wanted to determine whether

— the Principles adopted by the Board and other guidance issued by the Board are
consistent with the requirements of the MCA,

— the PSAF methodology is consistent with the requirements of the MCA and the
Principles, and

— the pricing and reporting methodol ogies are consistent with the requirements of the
MCA and the Principles.

To accomplish these objectives, we reviewed and analyzed the Principles, the MCA, and
related documentation and interviewed Board officials and staff to evaluate compliance with
the MCA. We also interviewed Federal Reserve Bank (FRB) of Chicago officials and staff
regarding the PSAF methodol ogy, and we reviewed and analyzed the spreadsheets,
formulas, workpapers, and documentation related to the calculation of the 1997 PSAF. We

*The Federal Reserve Act requires the Board to make a full report annually on its operations to
Congress. The Board does so in its Annual Report.

®The Board also includes a pro forma balance sheet and income statement for priced servicesin three
of the monthly Federal Reserve Bulletin (July, October, and January) to summarize quarterly performance
(ending March 31, July 31, and September 30, respectively).
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reviewed the documentation available and methodol ogies used to present the results of
priced services operations for 1996 and the ten-year cost recovery performance statistics.
However, we neither performed afinancial audit of the Pro Forma Financia Statements for
Federal Reserve Priced Services nor assessed the internal controls of the computer-based
systems used by the Board and the Reserve Banks to generate financial information related
to priced services. Although one of our objectives was to determine that procedures and
methodologiesin use are consistent with the Principles, we did not focus our attention on
principle 6 (seetable 1, page 2) because the Committee on the Federal Reserve in the
Payments Mechanism was in the process of assessing the Federal Reserve' srolein the
payments system during our audit.

During our closing meeting on this audit, RBOPS officials requested that we provide our
opinion regarding whether the Federal Reserve' s handling of pension credits was reasonable
and consistent in the context of how the Federal Reserve complies with the MCA. While
this issue was not a specific objective of this audit, pension credits were one of several
accounting policy and special cost adjustments that we reviewed as part of our evaluation of
the Federal Reserve processes for setting prices and reporting on priced service cost
recovery performance as required by the MCA (see appendix 3).

Our audit was conducted in accordance with generally accepted government auditing
standards.

FINDINGS, CONCLUSIONS, AND
RECOMMENDATIONS

Overadl, we found that the Board has adopted policies, procedures, and controls that are
adequate to ensure compliance with the MCA and that the Principles and related guidance
are consistent with the requirements of the MCA. However, we believe the format used to
present the results of priced services operations could be improved, and we have identified
two alternative reporting approaches for consideration. If the Board continues to use the
current financial statement format, we believe the presentation would be improved by
eliminating the pro forma balance sheet, more clearly labeling imputed revenue and
expenses in the pro formaincome statement, adding income taxes to the pro formaincome
statement by service, revising the note disclosures, changing the title of the statements, and
clearly indicating that the statements are unaudited.

In addition, while the PSAF methodology is consistent with the requirements of the MCA,
we found the calculation process to be complex and thus susceptible to errors. Although the
errors that we found did not materially affect the final PSAF calculation, we believe the
calculation process could be made more efficient, accurate, and reliable by better quality
control over the development and use of the spreadshests.
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1. We recommend that the Board reevaluate the financial statement format for
presenting annual cost recovery results.

We reviewed the documentation and methodol ogies used to prepare the financial statements
that were published in the 1996 Annual Report (see appendix 2).” While the financial
statement presentation format is familiar to readers of financia information, we believe the
Board should evaluate aternative formats that could more clearly demonstrate the Board's
compliance with the MCA. We have identified two aternative reporting formats for the
Board to consider.

One option isto present the priced services financia information with the audited consoli-
dated Federal Reserve Bank financia statements as an operating segment. Operating
segments are defined as components of an enterprise about which separate financial
information is available that is evaluated regularly by the chief operating decision maker in
deciding how to allocate resources and in assessing performance. Although the Federal
Reserve' s priced services operations do not meet the quantitative thresholds that would
require the presentation of segment information with the audited financia results, it may till
be possible to do so. We believe this presentation, which would entail independent audit
review, would result in increased reliability of the results and improved disclosure. On the
other hand, presentation of priced services cost recovery results with the audited consoli-
dated Reserve Bank financia statements might unnecessarily limit flexibility and the costs
for increased audit coverage may outweigh the potential benefits.

In the second option, RBOPS could diminate the use of afinancia statement format and
present priced services cost recovery datain statistical tables along with narrative explana-
tions. While the amount of data presented and costs of preparation may not decrease with a
table presentation, use of a series of tables might permit more flexibility in the presentation
of priced servicesresults. For example, the current Annual Report pro forma financia
statements do not explicitly show the basic computation of the annual priced services cost
recovery percentage or the recovery percentages over the previous ten-year period. Such
information is presented in table 1 of the pricing announcement, but the computations there
do not include the full effect of certain accounting adjustments that are relevant to the
Annual Report presentation.

If, on the other hand, RBOPS determines that the use of the financia statement format
should be continued, we believe that RBOPS should improve the presentation of priced
services cost recovery results by

— eliminating the pro forma balance sheet and instead presenting relevant balance
sheet data in notes to the pro formaincome statement,

"The 1996 Annual Report, issued May 1997, was the most recent report available at the time of our
audit.
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— improving line item descriptions in the income statement by clearly labeling imputed
revenues and expenses,

— disclosing the amounts of previously deferred special project costs and associated
financing costs recognized each year,

— reviewing and revising the note disclosures as needed to ensure that related line
items are fully explained,

— disclosing net recovery by service by including income taxes and targeted return on
equity in the pro formaincome statement by service, and

— changing the statement titles and labeling the statements as "unaudited” to ensure
that readers understand the nature of the statements presented.

Each of theseitems is discussed in more detail in the following pages.

During our review, we found clerical errorsin the preparation of the pro forma balance
sheet. For example, we noted that the 1996 pro forma balance sheet was created with 1995
priced service allocation percentages. This error resulted in misstatementsin several asset
and liability accounts, such as furniture and egquipment being overstated by approximately
$22.7 million and long-term debt being overstated by about $7.7 million. In addition,
postretirement/postempl oyment benefits obligations were understated by about $13.8
million as aresult of several computation errors. The errors we found did not affect the cost
recovery results reported in the pro formaincome statement because the pro forma balance
sheet isessentially an estimate of asset, liability, and equity levels at year-end. Thus, the
data presented in the pro forma balance sheet do not relate directly to the figures reported in
the pro formaincome statement (as they would in atypical financial statement presentation),
which raises a question about the usefulness of the balance shest.

In addition, we found that it is not always clear whether individual line items in both the pro
formaincome statement and pro forma balance sheet represent allocations of actual
operating income and expenses to priced services or represent imputed income and
expenses. For example, the “Investment income” line item of the pro formaincome
statement assumes that clearing balances are invested at the three-month Treasury bill rate
and does not represent an alocation of actual investment income earned by the Federal
Reserve. However, neither the line item presentation nor the explanatory note indicate that
this item represents an estimate.

Financia information related to specia projects was aso not clearly presented in the
financia statements. Amounts related to FRAS specia project costs cannot be readily
identified because they are not presented as specific line items, but rather are handled
through the use of anote that is linked to an additiona explanation in the pricing announce-
ment. Without having the pricing announcement available, the reader cannot determine the
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amount of deferred and financed specia project costs that could impact future priced service
performance.

We aso found that the notesto the financial statements do not always fully explain a
particular line item and may often contain information not directly related to the particular
line item or to the genera statement presentation. Specifically, the last two paragraphs of
note 6 related to imputed costs provide information on the Federal Reserve’ s daily average
float recovery experience and detailed discussions of float adjustments. These explanations
do not directly relate to the statement presentation and may be difficult to follow since key
terms such as “ as-of adjustments,” “midweek closing float,” and “interterritory check float”
are not defined. At the same time, information that could assist the reader in understanding
how certain line items were derived is omitted. For example, the note could explain that
interest on float is calculated by applying the Federal funds rate to actua float volumes
related to priced services and that sales taxes are based on tax rates prevailing in the States
where Reserve Banks are located. 1n addition, note 11 related to return on equity could be
improved. Thereferenced figureisnot a“rate”’ of return—it is a targeted earnings amount.
The note does not clearly indicate that this targeted earnings amount is another imputed cost
[emphasis added] that isto be recovered by priced service revenue to comply with the
MCA.

We aso found that the pro formaincome statement by service does not include all of the
components of the PSAF in its presentation. In particular, income taxes for each priced
service and the targeted return on equity for each service are not shown. Note 8 indicates
that taxes have not been allocated by service because they relate to the organization asa
whole. However, income taxes and a targeted return on equity are allocated to each service
in order to determine the cost recovery result for each priced service, which is published
annually in the pricing announcement.

We aso believe that the statement title “ Pro Forma Financial Statements’ could lead a
reader to assume that the statements were prepared in their entirety using standard historical
cost and accrua basis accounting principles without recognizing the unique nature of the
imputed costs in this presentation. We believe that substituting atitle more descriptive of
the special purpose reporting of priced services cost recovery results would be more
appropriate (as would labeling the statements “ unaudited”).

We met with RBOPS staff at the conclusion of our fieldwork and provided them with more

detailed information to smplify and clarify statement presentation and to correct computa-
tion errors.

2. We recommend that RBOPS improve the efficiency, accuracy, and reliability
of the private-sector adjustment factor (PSAF) calculation process by
— eliminating unused spreadsheet data elements and formulas,
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— reviewing formulas for accuracy,

— developing and maintaining an adequate level of documentation regarding the
purpose of each formula, and

— developing and implementing a change control process to ensure that all
future revisions to the spreadsheets have been properly reviewed and ap-
proved.

The Board is responsible for ensuring compliance with the MCA, amajor aspect of which
involves the annual calculation of the PSAF. RBOPS relies on staff at one of the Reserve
Banks for a portion of the work performed to calculate the PSAF. Since the calculation of
the 1994 PSAF, FRB Chicago staff has been responsible for this work with oversight and
input from RBOPS staff.

The primary instruments used to calculate the PSAF are a series of spreadsheetsthat are
under the control of FRB Chicago, containing hundreds of formulas. In order to obtain the
information needed to calculate the PSAF, FRB Chicago staff sends a diskette containing a
copy of a spreadsheet consisting of ten worksheets to staff at each Reserve Bank and to
FRAS staff. Following the instructions provided with the spreadsheet, the staff input the
required data elements into the spreadsheet and return the updated diskette to FRB Chicago.
Upon receipt of the updated diskettes, FRB Chicago staff copies certain data from the
diskettes into a second spreadsheet which is made up of seventeen worksheets. The PSAF
is calculated from this second spreadshest.

Our review of the spreadsheet submitted by one Reserve Bank and the spreadsheet created
by FRB Chicago to calculate the 1997 PSAF identified opportunities to improve the
efficiency, accuracy, and reliability of the data collection process. We found data elements
and formulas included in the spreadsheets that are not directly used in the final PSAF
calculation. Guidance from RBOPS regarding output requirements and a detailed analysis
of how requested data are used would help ensure that only necessary data gathering and
calculations are being performed.

We aso found several incorrect formulas and keying errors in the detailed worksheets that
affected the reliability and accuracy of the underlying calculations, although they did not
have a material effect on the final PSAF calculated for 1997. We believe that data input
errors could be reduced by having more data elements transferred automatically from
previoudly calculated cellsinstead of having such data keyed in manually. We recognize
that some formula errors will occur because of the complexity of the calculation process and
the need to modify the formulas when changes are made in PACS datarules. However, we
believe that the potential for formula errors would be reduced if the purpose of each of the
formulas contained in the spreadsheets was documented and if there was a more systematic
processin place to ensure that changes to the formulas have been properly reviewed or
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approved by RBOPS. RBOPS staff members stated that during the annual PSAF calcula-
tion process, they check the more significant data elements, formulas, and formula changes
affecting the PSAF calculation, but they do not systematically review with FRB Chicago
staff the changes that have been made in the underlying calculation formul as.

FRB Chicago staff stated that much of the current spreadsheet content was the same as that
used by the Reserve Bank previously responsible for the calculation. Staff said that a couple
of years ago when they converted the spreadsheets to a new version of the software, they
used the opportunity to make a change that reduced the amount of detailed data on support
cost redistribution that Reserve Banks needed to provide. FRB Chicago is considering
replacing the current spreadsheet software with another spreadsheet package. We believe
thisis an opportune time for the Board to work with FRB Chicago to address the efficiency,
accuracy, and reliability issues that we observed.
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ANALYSIS OF COMMENTS

We provided a draft of the report to the RBOPS director for review and comment. His
response (appendix 1) indicates concurrence with our findings and conclusions and the
intent to act on our recommendations. The response states that the division is currently
assessing various approaches to improving financial information reporting with implementa-
tion of any refinements targeted for the fall 1998 pricing announcement and the 1998 Board
Annual Report. The response also indicates that division staff will work closely with FRB
Chicago staff to improve the PSAF calculation process.
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Appendix 1 - Division’s Comments

BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

DIVISION OF RESERVE BANK OPERATIONS AND PAYMENT SYSTEMS

Date: March 13, 1898

To: Barry R. Snyder

From: Clyde H. Farnsworth, JrW

Subject; Response to Draft Report on Board’s Compliance with the Service

Pricing Provisions of the Monetary Control Act

Thank you for the opportunity to comment on the Office of Inspector
General's (QIG) draft Report on the Audit of the Board’s Compliance with the
Service Pricing Frovisions of the Monetary Control Act. We concur with the OIG’s
assessment that the Board has adopted policies, procedures, and controls that are
adequate to ensure compliance with the Act, In addition, we concur with your
conciusion that the Board’'s handling of pension credits is reasonable and consistent
with the service pricing provisions of the Act.

We believe it is important to present financial information regarding
Federal Reserve priced services activities in a clear manner that enables the Board,
the Congress, and the public to assess the Federal Reserve’s compliance with the
Act. We are in the process of reviewing our priced services financial information
reporting format used in the Board’s annual pricing announcement and annual
report to determine how best to present this information. We are assessing various
approaches to improving our financial information reporting, inciuding the use of
statistical tables. Where appropriate, we will implement refinements to the priced
services financial reporting in the fall 1998 pricing announcement and in the 1988
Board annuai report.

The report’'s recommendation on the calculation process for the
private sector adjustment factor {PSAF) has been shared with the staff at FRB
Chicago, who perform these calculations. We will work closely with FRB Chicago
staff to improve this process.
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Appendix 2 - Pro Forma Financial Statements

270 83rd Annuai Reporr. 1996

Pro Forma Financial Statements for Federal Reserve Priced Services

Pro Forma Balance Sheet tor Priced Services, December 31, 1996 and 1995
Millions of dollars

ltem \ 1996 \ 1995

Short-term asseis (Note 1)
Imputed reserve requirements

on cleaning balances ............. 658.3 504.2
Investment in marketable secuntes .. 3.9247 45378
Recervables ......................... i 69.0 63.7
Materiais and supplies ............... i 32 106
Prepaid expenses ..................... 26.5 19.4
Items in process of collection ........ | 7.548.4 2.3974
Total shoni-term assets ........ I 14,230.1 75331
Long-term assets (Note 2) ‘
Premises .......ooociiiiiieiiii ‘ 3935 356.6
Furniture and equipment .......... ..., 17101 170.3
Leases and leasehold improvements ., 3.0 242
Prepaid pension costs ................ ; 1874 242.1
Total long-term assets ...... ... ; 883.0 793.1
Total assets.......................... ’ 15,113.1 8.326.2
Shon-term liabilities 1
Clearing balances and balances
ansing from early credst
of uncollected items .. ... I B 12.366.3 3.154.8
Deferred-availability tems ..........., 1.765.1 22845
Short-termdebt .................... . 987 93.7
Total short-term liabilities 14,2301 75331

Long-rerm iabilities
Obligattons under capital leases

; 23 38
Long-termdebt ....................... 196.9 164.3
Postretirement/postempioyment :
benefits obligation .............. i 178.6 176.1
Total long-term liabilities ... .. 377.8 344.3
Total liabilities ...................... | 14,607.9 78774
Equity ... 505.2 148.3
Totai liabilities and equity (Note 31 15,113.1 8,326.2
Note. Componemts may not sum 10 totals because of The pnced services financial statements consist of these
rounding.

iables and the accompanying notes,
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Pro Forma Income Statement for Federal Reserve Priced Services. 1996 and 1995

Millions of dollars
ltemn 1996 1995
Revenue from services provided
10 deposuory institutions (Note ) ... 787.2 7388
Operanng expenses (Note 51 666.0 655.2
Income from operatons .................... 1212 836
I costs (Note 6)
mtmreston float .......................... .9 9.0
Intavestondebt .......................... 173 162
Saletaxes ... ... 11.6 pad |
FOIC insuranee ,......................... 0.0 508 6.3 63.7
Income from operanons aiter
imputed costs .. ... 704 199
Other income and expenses (Note 7
Investment income ... 3158 259.6
Earnings credits ..., ... - -187.1 287 ~233.2 %4
Income before income taxes 9.1 46.3
Imputed income taxes ...................... 296 144
Income before cumulative erfeet of a
change 1n accounuing pancipie ..., 69.5 319
Cumul effect on o vears
from retroactive apptication of
acerusl method of accounting for
postemployment and vacation benefits
(net of 38.7 mikion tax: (Noe & . ... L 19.4
Net income (Note 10) .. .................... 69.5 128
Mamo: Targeted rewrn on equity (Note t17 ., 29 s

Note. Components mav not sum to toral because of The priced services financial statements consist of these
rounding. tables and the accompanying notes.

Pro Formu Income Statement tor Federal Reserve Priced Services, by Service, 1996
Millions of dollars

Com- Funds | J
tem I Total | mercaal | tcansrer ¢ Ez::' Com;l { Noncash Cash
| check | andnet | on. AECHIE coliecnion | services
I \ coilection ) seitiement | l
Revenue from operations ... 7873 588.1 941 166 4 52 52
Operzting expenses |
(Note S ... ( 060 5214 68.2 156 50.8 14 50
Income from operanons ... .. l 1712 511 264 1.0 16.6 8 2
Imputed costs (Note 6) ... l 304 137 19 _8 29 3 22
Income from operations ,
after tmputed costs ..., 704 174 1S 4 137 4 0
Other mcome and expenses. |
net (Note 71 ... 287 e} 29 3 24 2 =
Income before income taxes .| 99.1 99 264 9 162 5 2

Note. Components may not sum to totals because of The pnced services financial statements consist of these
rounding. tables and the accompanying notes.
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Appendix 2 - Pro Forma Financial Statements

FEDERAL RESERVE BANKS

NOTES TO FINARCIAL STATEMENTS FOR PRICED SERVICES

{1} SHORT-TERM ASSETS

The imputed ceserve requirement on cleanng oalances
heid at Reserve Banks by depowiory instiunions resiects 3
to that of [}

heid a1 banks by
The reserve poted on
et be held as vaulz cash or as nonearmine balances
matsMMined at 2 Reserve Bank: thus. 4 pornon o1 priced
serwices cicanng balances heid with the Federai Reserve
1S shOWR a3 required reserves on the assct side of the
balance sneet. The remmnder of cleanng baiances is
disemed 10 be nvested i1n three-month Treasurv tulis.
shown as m -

Recervabies are + 11 amounts due tne Reserve Banks tor
priced services and (2) the share or suspense-account and
difference-account baiances reiated 1o priced services.

Masenals and suppiies arc the snventory value of shori-
(eTW RE5ETS.

Prepmd expenses snciude salary advances and fravet
Jdvahces for priced-service personned.

liovms in process of collecnon 15 gross Federa Reserve
cash wems in process of collection (CIPCY stated on a
basis comparable 1o that of a commercial bank, It refiects
adpssiments for intra-Svsiem iems (N3t wouid otherwise
be double-counted on a comsohdated Federal Reserve
balaace sheer: for iems with non-
prced wems. such a8 thote collected for government
agemcies; and adjusments tor iiems associaied with
providing fixed avarability or credit before nems are
reemved and processed. Among the cosis 10 be recovered
undaer the Monetary Control Act is the cost of float, or net
CIPC dunng the penod (ihe difference between eross
CIPC and deferted-availabuity sems. which 13 the porion
of gross CIPC that invoives a nnancing cost. valued at
the federal funas rate.

121 LoNG-TeAM ASSETS

Comstms of long-term assets usea soleiv in priced ser-
vicss. the pnced-services portion ot long-ierm assers
shared wilh nonpriced services. and an estmate of the
atges of the Board of Governors used in the development
ol pnced services. Effectve Jan. | 1987, the Reserve
Banks impiemented the Financial Accounnng Standards
Boerd's Statement of Financial Accounung Standards
No. 87. Empiovers Accounitng jor Pensions LSFAS 87).
Accordingly, the Reserve Banks recogmzed creduts 10
expenses of $43.3 milhon 1n 1996 ana 535 3 mulbion
1993 and ComespoONGINE icTeases in (his asser account.

3} Liamnimies anp Eousty

Under the matzhed-book capual structure tor assers that
we mot “self-finkncing. ' shor-term assers are financed
with gy debr. assers are 0 with
long-term debt and cquity 1n & propomon edual to the
D o long-erm dedt 10 equity for the fifty largest bank
holding compemes. which are used in the model for the
prvae-sector adjusiment 1acior {PSAFY. The PSAF con-
sists of the taxes inat wouid have been pud and the return
on capital that would have been pravided had prced
Services been rumished by a pnivate-sector firm. Other

(A9703)

short-term liabilities inciude cleanne baiances mamtained
at Reserve Sanks and deposit balances ansing trom foat.
Cther fong-tcrm inabilitues consist of sccrued postempioy-
memt (sce nOte 9 and POSITENTTMEAT DEMENLs Costs and
obligations on capuai leases.

14y REVENUE

Revenue represents charges 10 depository Inshiulions for
pnced tervices and IS reziized from each instiuion
through one of two methods: direct charges (o an insiitu-
UON'S ICCOUNE OF CHASEES 2ZANST NS accumuiated garm-
\ngs creais.

151 OPERATING EXPENSES

Operating expenses consist of the direct. indirect. and
other genersd admmismranive expenses of the Reserve
Banks for priced services plus the expenses for sarf
members of the Board of Governors working directiv on
the deveiopmen: of pnced services. The expenses ior
Boaxd stalf members were S2.8 mulion n 1996 ana
$2.7 million 0 1995, The credut to expenses under SFAS
37 (see note 2) 15 reflected (0 operaung expenses.

‘The income statement by service retlects revenue. aper-
NG eXpenses. and impuied Cosis except (Of income
taxes. Total operaung expense does not equai the surm of
OpeTAUNE expenses [Or exch service because of the erfect
aof SFAS 87, Althaugh the pomon of the SFAS 87 creant
relased to the current vear is alloeatzd to individual see.
vices. the amornzaten of the micial effect of implementa-
uon 18 refiected oniy at the Svstem level.

16) ImrutED CosTs

Iripusted costs consist of 1nterest on foat. interest o debt.
sales taxes. and the FDIC assessment. interest on float is
denved from the value of foat to be recovered. ciher
expiicitiv or through per-nem fees. dunne the penoa
Float cons include costs tor checks. book-entry secun-
ties. noncash collection. ACH. and tunds transters.

Interest 15 ymputed on (e debt assumed necessacy w
finance priced-service assets. The sales taxes and FDIC
assegsment shar the Federal Reserve would have pad had
1t been & private-sector firm are amont the companenis ot
1he PSAF (see note 3).

Float costs are based on the actual float incumed for
cach pnced service. Other ymputed coss are allocated
Among priced seTVICES ACCOMCING 10 the rano of operaing

less shupp for each service (0 the
total expemses for all services less the toral shipping
expenses for all services.

The followine list shows the daly average recovery of
fioat by the Reserve Banks 1or 1996 in milhons of doilars:

Total fiom 795.4
Unmcovered flont 124
Floas subject (o recovery 0
Soweces of recovery of float
Income on ciearing balances 4
As-of adjustments o
Diswct charees 1164
Per-mem fees 3082
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Unrecovered float includes float generated by services
to government agencies and by other central bank ser-
vices. Float recovered through income on clearing bal-
ances ts the resuit of the increase tn investable clearing
balances: the increase is produced by a deduction for float
for cash items in process of coilection. which reduces
imputed reserve requirements. The income on clearing
balances reduces the float to be recovered through other
means. As-of adjustments and direct charges are mud-
week closing fioat and intertemitory check float, which
may be recovered from depositing tnsttutions through
adjustments to the institunion's reserve or cleanng bal-
ance or by valuing the foat at the federal funds rate and
billing the nsutution directly. Float recovered through
per-iten fees 15 valued at the federal funds rate and has
been added to the cost base subject to recovery in 1996.

(7) OTHER INCOME AND EXPENSES

Consists of investment income on cleanng balances and
the cost of earmings credits. Investment income on clear-
ing balances represents the average coupon-equivalent
yieid on three-month Treasury bills appiied to the torai
cleanng balance mamntatned. adjusted for the effect of
reserve requirements on clearing balances. Expenses for
earnings credits pranted to depository institutions on their
cleanng balances are derived by appiying the average
federal funds rate to the required poruon of the cleanng
balances, adjusted for the net effect of reserve require-
menis on ciearing balances.

Because cicanng balances relate directiv to the Federai
Reserve's offering of priced services. the income and cost
associated with these balances are allocated o each ser-
vice based on each service’s rauo of income o total
mneome.

(8) INCOME TAXES

Imputed income taxes are calculated at the effective tax
rate denved from the PSAF modei {see note 3). Taxes
have not been allocated by service because they relate to
the organization as a whole.

(9} POSTEMPLOYMENT AND VACATION BENEFITS

Effective Jan. 1, 1995, the Reserve Banks impiemented
SFAS L12. Emplovers' Accounnne for Postemplovment
Benefirs. and SFAS 43, Accounung for Compensaied
Absences. Accordingly, in 1995 the Reserve Banks recog-
nized a one-time cumuiauve charpe of $28.1 million to
reflect the retroactive apphcation of these changes 1n
accounting pancipies.
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(10% ApJUSTMENTS TO NET INCOME FOR PRICE SETTING

In seming tees. cenain costs are excluded in accordance
with the System's overage and shonfalls policy and its
automation consolidation poiicy. Accordingly, o com-
pare the financial results reported in this table with the
projections used to set prices, adjust net income as fol-
lows 1amounts shown are net of 1ax):

96 199
Netincome ................ 9.5 126
Amortization of the initial

etfect of impiementing

SFASB7 .............. ~10.5 -10.4
Deferred costs of automation

consolidation .......... -63 ) -1
Cumulative effect of

retroactive application

of SFAS 112

and SFAS 43 .. ........ .. 19.4
Adjusted neticome ........ 52.6 215

(11) RETURN ON EqQuITY

The arter-tax rate of return on equity that the Federal
Reserve would have earned had it been a pnivate business
firm, as derived from the PSAF modei (see note 3), This
amount is adjusted to reflect the recovery of $6.3 miition
of automation consoiidation costs for 1996 and 30.1 mi!-
lien for 1995. The Reserve Banks plan to recover these
amounts. along with a finance charge, by the end uof the
vear 2001. After-tax return on equity has not been aiio-
cated by service because 1t rejates to the organizanon as a
whoie.



Appendix 3 - Board Treatment of Pension Credits Adjustments in
Service Pricing

During our closing meeting on this audit, RBOPS officials requested that we provide our
opinion regarding whether the Federal Reserve’ s handling of pension credits was reasonable
and consistent in the context of how the Federal Reserve complies with the MCA. To
address the specific question posed by RBOPS, we considered whether the approach used
by the Federal Reserve

— complied with Generally Accepted Accounting Principles (GAAP);
— was reasonable and consistent for alocating pension credits to priced services,

— was consistent, for price-setting and cost-recovery-reporting purposes, with the
treatment of other postemployment benefit expense accruals, and

— was reasonable, considering how the PSAF is affected by the pension fund behavior
of private-sector firms.

Pension Accounting Requirements and GAAP Compliance

In December 1985, the Financial Accounting Standards Board (FASB) issued Statement of
Financial Accounting Standards No. 87, Employers’ Accounting for Pensions (FAS 87).
The objective was to improve uniformity and comparability of reported pension information
by requiring a standardized method for measuring net periodic pension cost, immediate
recognition of aliability when the accumulated benefit obligation exceeds the fair value of
plan assets, and expanded disclosuresin the financia statements. Net periodic pension cost
includes the actuarial present value of retirement benefits (including projected increases)
earned by employees during the period less earnings on plan assets (adjusted for contribu-
tions and benefit payments). In computing the periodic cost, adjustments are a so made for
changes in plan benefits, revised actuarial assumptions, and the amortized value of any
previously unrecognized gains or losses. One such amortized value is the annual portion of
the “transition” obligation (asset), which is calculated by comparing the projected benefit
obligation to the adjusted fair value of plan assets as of the date FAS 87 was implemented.
The standard prescribes that this unrecognized net obligation (asset) should be amortized
through an expense (credit) on a straight-line basis over fifteen years. Based on the
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calculation of net periodic pension costs, the actuary can make a recommendation as to how
much the employer needs to contribute to the plan to fund the recognized liability.?

The Federal Reserve implemented FAS 87 on January 1, 1987. Theretirement plan’s
actuary determined that as of that date, the System’ s pension fund was overfunded and that
atransition asset would be required to be amortized via a credit to expenses (transition
credit) from 1987 through 2001. Except for 1989, in every year from 1987 through 1996
(the last year included in our audit), the actuary has also determined that additional credits
were warranted based on current year accruals. The Federal Reserve, in consideration of
the actuary’ s recommendations, has made no employer funding contribution to the retire-
ment plan since 1987.

The Federal Reserve has more recently implemented two other FASB statements pertaining
to the accrual and recognition of other postretirement- and postemployment-rel ated benefits.
Effective January 1, 1993, the Federal Reserve implemented FAS 106, Employers'
Accounting for Postretirement Benefits Other Than Pensions (primarily health and life
insurance benefits). In design and implementation, FAS 106 is most like FAS 87 because it
requires the actuarial calculation of both a net annual cost and atransition obligation. The
transition obligation could be amortized or taken as a one-time charge (as the Federa
Reserve did in 1993). Effective January 1, 1995, the Reserve Banks implemented FAS 112,
Employers Accounting for Postemployment Benefits (e.g., severance and disability pay).’
Implementation resulted in a one-time transition expense in 1995 and relatively small
ongoing annual charges.

The credits and expense charges resulting from the implementation of these three FASB
statements impact the System’ s financial statement and payment to Treasury because they
represent decreases or increases, respectively, in net operating expenses. The independent
financial auditors who audited the financia statements of the Reserve Banks, Board, and
retirement fund for 1995 and 1996 identified no materia exception to GAAP requirements
in the System’ s treatment of pension and other related costs covered by these three FASB
statements. The following table, based on data from the audited financia statements and the
Board’' s Annual Report, shows the effect on Federal Reserve operating expenses of both the
transition charge and the annual cost determinations for 1995 and 1996—the two years of
available data to which al three FASB statements were being applied.

8FAS 87 states that it isimportant to keep in mind that the annual pension cost to be charged to
expense (i.e., the net periodic pension cost) is not necessarily the same as the amount to be funded by the
employer for the year. The decision to fund a pension plan to a greater or lesser extent is an economic decision
by management that is properly influenced by many factors, such astax considerations and the availability of
attractive aternative investments.

° The Board had implemented FAS 112 one year earlier. The difference inimplementation dateis
not material to our analysis.
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Table 2: Effect on Federal Reserve Expenses of Implementing Pension and Other
Related FASB Statements

FASB Statement Annual Cost Accrud (note b)
Accounting Standard Transition Charge (note @)
1995 1996
FAS 87 ($681) ($74) ($95)
FAS 106 $519 $53 $53
FAS 112 $56 $14 $17
Net Operating Expense
Adjustment ($106) ($7) ($25)

(Dallar amounts rounded to millions. Credit amounts are in parentheses.)

Notes. a Thetransition charge (credit) includes both Reserve Banks and the Board. The credit is
amortized at $45.4 million per year from 1987 through 2001. The FAS 106 and FAS 112
expenses were one-time chargesin 1993 and 1995, respectively.

b. Theannua cost accrual includes reported net annual cost amounts for the Reserve Banks and
the Board. The annual FAS 87 credit amounts shown here exclude the annual amortized
portion of the transition credit.

Consistency of Pension Cost Allocations to Priced Services

The MCA requires that the Federal Reserve fully alocate costs to priced services. While
percentages can vary from year to year, priced services have received an alocation of about
one-third of the estimated Reserve Bank portion of the pension credit, and a comparable
portion of the expense charges resulting from the other two FASB statements. During our
audit, we reviewed the allocation of pension expense accruals as part of our review of the
pro formaincome statement and balance sheet for 1996. Specifically, we traced the pension
figures from the audited consolidated Reserve Bank financia statements to the Pro Forma
Financial Statements. The actual pension figures from the audited Reserve Bank statements
are alocated to priced services based on the percentage share of salary dollars for employ-
ees engaged in priced services activities. We found this method of alocation reasonable and
consistently practiced.

Consistency in How Pension Credits Were Used in Price Setting
Relative to Other Accounting Adjustments
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To assess the consistency in treatment of pension credits during pricing, we looked sepa-
rately at how the Federal Reserve has dealt with the transition credit and the annual credit
accrual since 1987. Annually, priced services as awhole has received its alocation of the
amortized transition credit, but this alocation was not further apportioned to each priced
service for pricing purposes. Instead, each service was expected to achieve its cost recovery
target without considering the potential benefit of its share of the transition pension credit.
Subsequently in 1993 and 1995, when one-time transition expenses resulted from imple-
mentation of the other FASB statements, they too were not apportioned to each service for
pricing. Thus, the pricing treatment was identical for transition credits and expenses.

The annua accrual portion of net pension credit was treated differently for service pricing
from 1987 to 1992 than in subsequent years. Inthisinitia period, the annual credit was
treated the same way as the transition obligation—no allocation to individual services. We
believe that the approach used in this period was reasonable and consistent with the MCA'’s
intent because it resulted in a more conservative pricing approach. Specifically, each service
could not lower its prices in explicit recognition of the credit, but such credits would still
apply when determining compliance with the MCA.

In 1993, the approach changed when Reserve Banks began recognizing annual expense
accrualsrelated to FAS 106 expenses. Because FAS 106 expenses were under the direct
control of each Reserve Bank and were allocated to specific Reserve Bank activitiesin
PACS, System officials decided that it would be more appropriate to include the FAS 106
annual costs as expenses for service pricing. Because these new annual costs were to be
included, System officials decided that it was reasonable to let each service also consider the
expense-reducing pension credits when setting prices. Beginning in 1995, each service also
began including the annual cost related to FAS 112 as an expense for pricing. We believe
that the approach used since 1993 for including both annual credits and costsin setting
individual service prices has been reasonable and balanced.
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Consistency in How Pension Credits Were Used in Reporting Cost Recovery Perfor-
mance Relative to Other Accounting Adjustments

Asdiscussed in the report, the Federal Reserve reports cost recovery performance using
different methodologies in the annual pricing announcement and in the Annual Report. To
assess the consistency in treastment of pension credits for cost recovery reporting, we again
looked separately at how the transition credit and the annual credit accrual were handled in
both documents. In the pricing announcements, neither the amortized transition pension
credit nor the one-time transition expenses were included in the calculation of cost recovery
performance. However, all such transition credits and expenses have been included in the
computation of annual and ten-year cost recovery shown in the Annual Report, although this
fact isnot clearly stated in the text. In our review of the Annual Report’s pro forma
financial statements, we found that the transition pension credit and the one-time transition
expense charges are reflected differently but the presentation is consistent with GAAP.® As
for the annual credit and expense accruals, al are included, although not explicitly, within
total operating expenses at both the total priced services and individua service level, in both
the pricing announcement and Annual Report presentations of cost recovery. Overdl, we
found that the Federal Reserve' s approach to cost recovery reporting is reasonable and
consistent for these accounting adjustments although, as noted in our report, explanations
could be improved.

Competitor Pension-Funding Practices and PSAF Considerations

Asnoted earlier, FAS 87 states that the decision to fund a pension plan to a greater or lesser
extent is an economic decision by management that is properly influenced by many factors,
such as tax considerations and the availability of attractive aternative investments. Asthe
final component in our assessment of the reasonableness of the Federal Reserve' s approach
to pension credits, we considered whether it is appropriate for the Federal Reserve to
consider the pension credit in setting prices when most private-sector competitors, if faced
with an overfunded pension fund, would likely have liquidated plan assets and not had a
continued credit offset to expenses.

As discussed in the audit report, the Board calculates its imputed priced services costs and
target profit level using a PSAF model that captures data on the fifty largest bank holding
companies over the previous five-year period. To the extent that these BHCs are competi-
tors to the Federal Reserve or emulate the pension fund management practices of other
firms who compete with the Federal Reserve, we believe that the PSAF model conceptually

19 note to the financial statements explains that the transition pension credit has reduced the figure
for total operating expensesfor all services. The other one-time transition costs are shown in the income
statement as one-time charges against net income and explained in a statement note (see appendix 2 of this
report, statement notes 5 and 9). Also, note 10 presents an explanation of the differencein treatment for these
itemsin the Annual Report and the pricing announcement.
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captures the effects of different industry practicesin away that offsets the cost-reducing
effects of the pension credits on the Federal Reserve. If industry practice had been to
liquidate any pension overfunding after implementation of FAS 87, then other things being
equal, industry revenue and earnings would have increased, which in turn would have
resulted in a higher target return on equity (larger PSAF) for the Federal Reserve. Having
to recover higher imputed costs would to some degree offset the cost-reducing impact of the
pension credits on Federal Reserve operating expenses. With respect to current annual
credit accruas, these are largely the result of a highly favorable investment environment,
which would affect the Federal Reserve and competing firmsin acomparable way. Thus,
although the Federal Reserve may not have behaved the same way asiits private-sector
competitors with respect to its overfunded pension account, if the BHC model emulates
industry practice, then the effect of the Federal Reserve' s pension fund approach would be
offset to some degree by industry practice.

Conclusion
Based on our findings and observations, it is our opinion that the Board's handling of

pension credits has been reasonable and consistent in the context of how the Board complies
with the pricing provisions of the Monetary Control Act.
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